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STATE OF TENNESSEE

COMPTROLLER OF THE TREASURY

State Capitol
Nashville, Tennessee 37243-0260
(615) 741-2501
John G. Morgan
Comptroller

March 12, 2002

The Honorable Don Sundquist, Governor
and
Members of the General Assembly
State Capitol
Nashville, Tennessee 37243
and
The Honorable J. Steven Ennis, Chairman
Finance and Administration Committee
Board of Trustees
The University of Tennessee
Knoxville, Tennessee 37996-0180
and
Mr. Emerson H. Fly, Acting President
The University of Tennessee
831 Andy Holt Tower
Knoxville, Tennessee 37996-0180

Ladies and Gentlemen:

Transmitted herewith is the financial and compliance audit of the University of Tennessee for the year
ended June 30, 2001. You will note from the independent auditor’s report that an unqualified opinion was given on
the fairness of the presentation of the financial statements.

Consideration of internal control over financial reporting and tests of compliance disclosed certain
deficiencies, which are detailed in the Results of the Audit section of thisreport. The university’s administration has
responded to the audit findings; the responses are included following each finding. The Division of State Audit will
follow up the audit to examine the application of the proceduresinstituted because of the audit findings.

Sincerely,

L o

John G. Morgan
Comptroller of the Treasury
JGM/sds
01/099



State of Tennessee

Audit Highlights

Comptroller of the Treasury Divison of State Audit

Financia and Compliance Audit

The University of Tennessee
For the Year Ended June 30, 2001

AUDIT OBJECTIVES

The objectives of the audit were to consider the university’s interna control over financia reporting; to
determine compliance with certain provisions of laws, regulations, contracts, and grants, to determine the
fairness of the presentation of the financial statements; and to recommend appropriate actions to correct
any deficiencies.

INTERNAL CONTROL FINDINGS

Failure to Properly Perform Bank Reconciliations

The University of Tennessee did not properly reconcile its general account and a Memphis depository
account with the general ledger during the 2001 fiscal year. Unresolved reconciling items should be
reviewed in atimely manner to ensure that ledger balances are correct (page 8).

Deposits Were Not Adequately Collateralized

The university did not properly monitor the bank balances of a depository bank in Crossville, Tennessee,
and a depository bank in Martin, Tennessee. As a result, deposits were not aways properly insured
and/or collaterdized (page 9).

COMPLIANCE FINDING

Effort Certification Reports Are Not Submitted to the Controller’s Office on a Timely Basis*
Effort certification reports are not being submitted to the controller’s office on a timely basis. These
reports document payroll costs charged to federally sponsored grants and contracts (page 10).

* Thisfinding is repeated from the prior audit.

OPINION ON THE FINANCIAL STATEMENTS
The opinion on the financia statementsis unqudified.

“Audit Highlights” is a summary of the audit report. To obtain the complete audit report, which contains all findings,
recommendations, and management comments, please contact

Comptroller of the Treasury, Division of State Audit
1500 James K. Polk Building, Nashville, TN 37243-0264
(615) 401-7897

Financial/compliance audits of colleges and universities are available on-line at
www.comptroller.state.tn.us/sa/reports/index.html.
For more information about the Comptroller of the Treasury, please visit our Web site at
www.comptroller.state.tn.us.
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The University of Tennessee
For the Year Ended June 30, 2001

INTRODUCTION

POST-AUDIT AUTHORITY

Thisis areport on the financid and compliance audit of the University of Tennessee. The audit
was conducted pursuant to Section 4-3-304, Tennessee Code Annotated, which authorizes the
Department of Audit to “perform currently a post-audit of al accounts and other financid records of the
date government, and of any department, inditution, office, or agency thereof in accordance with
generally accepted auditing standards and in accordance with such procedures as may be established by
the comptroller.”

Section 8-4-109, Tennessee Code Annotated, authorizes the Comptroller of the Treasury to
audit any books and records of any governmental entity that handles public funds when the Comptroller
considers an audit to be necessary or appropriate.

BACKGROUND

The University of Tennessee was firgt established as Blount College in 1794 by the legidature of
the Federa Territory. In 1807, the Genera Assembly renamed the ingtitution East Tennessee College,
and in 1840, designated it a universty. East Tennessee Universty was sdected by the Generd
Assembly to be Tennessee' s land-grant ingtitution under the terms of the Morrill Act of 1862. In 1879,
the Generd Assembly chose the school to be Tennessee' s state university and changed the name to the
Universty of Tennessee.

Since its establishment, the univergity has grown into an inditution with 20 different colleges and
schools. With its campuses, various experiment stations, and extenson services, the university provides
sarvices throughout the gate. The university has three accredited units. The University of Tennessee
(Knoxville campus, Hedlth Sciences Center, Space Indtitute, Ingtitute of Agriculture, and Inditute for
Public Service), the University of Tennessee at Chattanooga, and the University of Tennessee at Martin.

ORGANIZATION

The Universty of Tennessee is governed by the University of Tennessee Board of Trustees. In
1968, the board reorganized the inditution into a university system, giving a centrd administrative staff
the respongbility for the entire operation of the university. In 2000, the university was reorganized from
a four-campus system into three accredited units  the Univerdty of Tennessee, the Universty of
Tennessee a Chattanooga, and the University of Tennessee a Martin.



AUDIT SCOPE

The audit was limited to the period July 1, 2000, through June 30, 2001, and was conducted in
accordance with government auditing standards generdly accepted in the United States of America
Financia statements are presented for the year ended June 30, 2001. The University of Tennesseeisan
integral part of state government. As such, it has been included as a component unit in the Tennessee
Comprehensive Annual Financial Report.

OBJECTIVESOF THE AUDIT

The objectives of the audit were

1. to condder the univerdty's interna control over financid reporting to determine auditing
procedures for the purpose of expressng an opinion on the financia statements;

2. to determine compliance with certain provisons of laws, regulations, contracts, and grants;
3. todeterminethe fairness of the presentation of the financia statements; and
4. to recommend appropriate actions to correct any deficiencies.

Although this audit was not intended to serve as an organization-wide audit as
described in the Single Audit Act, as amended by the Single Audit Act Amendments of 1996,
and Office of Management and Budget (OMB) Circular A-133, Audits of States, Local
Governments, and Non-Profit Organizations, it included tests of compliance with applicable
federal laws and regulations and consideration of internal control used in administering
federal financial assstance programs. This audit is a segment of the organization-wide audit
of the State of Tennessee, which isconducted in accordance with the Single Audit Act.

PRIOR AUDIT FINDINGS

Section 8-4-109, Tennessee Code Annotated, requires that each state department, agency, or
ingtitution report to the Comptroller of the Treasury the action taken to implement the recommendations



in the prior audit report. The university filed its report with the Department of Audit on May 29, 2001.
A follow-up of dl prior audit findings was conducted as part of the current audit.

RESOLVED AUDIT FINDINGS

The current audit disclosed that the university has corrected previous audit findings concerning the
cdculdion of Title IV financid ad refunds, the communication of single audit requirements to federd
subrecipients, and the reconciliation of accounts receivable at UT Chattanooga and UT Memphis.
REPEATED AUDIT FINDING

The prior audit report dso contained a finding concerning the fact that effort certification reports

were not being returned to the controller’s office on atimely basis. This finding has not been resolved
and is repeated in this report.

OBSERVATIONSAND COMMENTS

TITLE VI REQUIREMENTS

Tennessee Code Annotated, Section 4-21-901, requires each state governmenta entity
subject to the requirements of Title VI of the Civil Rights Act of 1964 to submit an annua Title VI
compliance report and implementation plan to the Department of Audit by esch June 30. The
University of Tennessee filed its compliance report and implementation plan on October 26, 2001.

Title VI of the Civil Rights Act of 1964 is a federd law. The act requires adl state agencies
recelving federa money to develop and implement plans to ensure that no person shdl, on the grounds
of race, color, or nationa origin, be excluded from participation in, be denied the benefits of, or be
subjected to discrimination under any program or activity recelving federal funds. The Human Rights
Commission is the coordinating stete agency for the monitoring and enforcement of Title VI. A
summary of the dates State agencies filed their annud Title VI compliance reports and implementation
plansis presented in the specia report Submission of Title VI Implementation Plans, issued annualy
by the Comptroller of the Treasury.

CONTRACTS

As described in a specid review released on November 14, 2001, by the university’ s Audit and
Consulting Services gtaff, the universty should have used competitive means to award contracts with



Del Marketing, LP, and Cricket Communications, Inc. In December of 2000, the university entered
into a drategic relationship agreement with Dell Marketing, LP, the marketing representative of a
computer manufacturing company based in Tennessee. The report ates,

Under the terms of the agreement, the university would purchase desktops, notebooks,
sarvers, and storage products on a non-exclusve basis. In exchange, Dell agreed to
utilize the university’s educationd offerings, research activities, and Career Services
Department (recruitment, internships).

. In adminigering the agreement, [the univerdty’s] Office of Research and
Information Technology staff provided preference to Dell over other available university
contracts. The intent of this preference was to meet the sdles gods [described in the
contract], provide a conastent computer platform for the university, maintain the spirit of
this partnership, and support a Tennessee computer manufacturer. In effect, the
agreement was implemented as if Dell was the university’s computer of choice. . . . An
agreement for a computer of choice would have been subject to procurement in a
competitive manner instead of sole-source negotiation. This would have enabled the
university to determine the types of partnerships and computer discounts available from
other vendors under asSmilar arrangement for preference.

In addition, in August of 2000, the univerdty entered into an agreement with Cricket
Communiceations, Inc., under which the company received a nonexclusive cell Ste license to market
persond wireless communication services to the sudents, faculty, and gaff at the university’s Knoxville
campus. Under the license, Cricket was authorized to ingal al equipment necessary to create cell Sites
to provide on-campus persond cell phone service. The university was to supply certain services to
Cricket incdluding marketing, billing, and collection services. In consideration for the cdl ste licenses,
Cricket was obligated to pay the universty agreed-upon monthly rates. The agreement states these
funds are to be used to award scholarships to university students or for other student projects.

The report dates that “competitive proposals for the cell sdte licenses from other cdlular
companies would have ensured the univergity was recelving the best vaue for the use of its space.”

For the Ddl contract, universty personne falled to complete a judification form for
noncompetitive purchases and contracts. University Fiscal Policy provides tha procurement
contracts be made in a competitive manner unless written judtification is provided and approved for
noncompetitive methods. Prudent business practice would have dictated the use of competitive
methods in awarding the cdll Site contract.

The failure to condder dl possible options when awarding contracts could result in the university
not pursuing the most advantageous dternative.



RESULTSOF THE AUDIT

AUDIT CONCLUSIONS

Internal Control

As part of the audit of the universty’ sfinancia statements for the year ended June 30, 2001, we
consdered internd control over financia reporting to determine auditing procedures for the purpose of
expressng an opinion on the financid datements, as required by government auditing standards
generdly accepted in the United States of America  Reportable conditions, aong with
recommendations and management’s responses, are detailed in the findings and recommendations.
Consideration of internd control over financia reporting disclosed no materia weaknesses.

Compliance

The results of our tests disclosed no instances of noncompliance that are required to be
reported under Government Auditing Sandards. Immaterid instances of noncompliance, dong with
recommendations and management’ s responses, are included in the findings and recommendations.

Fairness of Financia Statement Presentation

The Divison of State Audit has rendered an unqudified opinion on the university’s financid
Satements.



STATE OF TENNESSEE

COMPTROLLER OF THE TREASURY
DEPARTMENT OF AUDIT
DIVISION OF STATE AUDIT

SUITE 1500
JAMES K. POLK STATE OFFICE BUILDING
NASHVILLE, TENNESSEE 37243-0264
PHONE (615) 401-7897
FAX (615) 532-2765

Report on Compliance and on Internal Control
Over Financial Reporting Based on an Audit of
Financial Statements Performed in Accordance With
Government Auditing Standards

November 21, 2001

The Honorable John G. Morgan
Comptroller of the Treasury
State Capitol

Nashville, Tennessee 37243

Dear Mr. Morgan:

We have audited the financial statements of the University of Tennessee, which is a component
unit of the State of Tennessee, as of and for the year ended June 30, 2001, and have issued our report
thereon dated November 21, 2001. As discussed in Note 16 to the financia statements, the university
implemented GASB 33, Accounting and Financial Reporting for Nonexchange Transactions. We
conducted our audit in accordance with government auditing standards generally accepted in the United
States of America.

Compliance

As part of obtaining reasonable assurance about whether the university’s financial statements are
free of materia misstatement, we performed tests of the university’s compliance with certain provisons of
laws, regulations, contracts, and grants, noncompliance with which could have a direct and material effect
on the determination of financia statement amounts. However, providing an opinion on compliance with
those provisions was not an objective of our audit, and accordingly, we do not express such an opinion.
The results of our tests disclosed no instances of noncompliance that are required to be reported under
Government Auditing Standards.

We did, however, note certain immaterial instances of noncompliance that we have included in the
Findings and Recommendations section of this report. We dso noted certain other less significant
instances of noncompliance, which we have reported to the university’ s management in a separate | etter.

Internal Control Over Financia Reporting

In planning and performing our audit, we considered the university’s internal control over financia
reporting in order to determine our auditing procedures for the purpose of expressing our opinion on the



The Honorable John G. Morgan
November 21, 2001
Page Two

financia statements and not to provide assurance on the internal control over financial reporting. However,
we noted certain matters involving the interna control over financia reporting and its operation that we
consider to be reportable conditions. Reportable conditions involve matters coming to our attention relating
to significant deficiencies in the design or operation of the interna control over financia reporting that, in
our judgment, could adversely affect the university’s ability to record, process, summarize, and report
financia data consistent with management’ s assertions in the financial statements.

The following reportable conditions were noted:

The university’s genera bank account and a depository bank account in Memphis were not
properly reconciled to the general ledger.

Uncollateralized bank balances were discovered at two of the university’s depository
accounts.

These conditions are described in the Findings and Recommendations section of this report.

A material weakness is a condition in which the design or operation of one or more of the internal
control components does not reduce to a relatively low level the risk that misstatements in amounts that
would be material in relation to the financia statements being audited may occur and not be detected
within a timely period by employees in the normal course of performing their assigned functions. Our
consideration of the internal control over financial reporting would not necessarily disclose al matters in
the internal control that might be reportable conditions and, accordingly, would not necessarily disclose al
reportable conditions that are also considered to be material weaknesses. However, we believe none of
the reportable conditions described above is a material weakness.

We aso noted other matters involving the interna control over financia reporting, which we have
reported to the university’ s management in a separate letter.

This report is intended solely for the information and use of the General Assembly of the State of

Tennessee and management and is not intended to be and should not be used by anyone other than these
specified parties. However, this report is a matter of public record.

Sincerdly,

(et

Arthur A. Hayes, J., CPA,
Director

AAH/sds



FINDINGSAND RECOMMENDATIONS

1. Failureto properly perform bank reconciliations

Finding

The Universty of Tennessee prepares monthly bank reconciligtions for its generd,
disbursements, payroll, and various depository accounts. The generd account and a depository
account at Memphis were not properly reconciled with the genera ledger during the 2001 fiscd year.

For these two accounts, the university attempts to match bank activity (deposits, transfers, bank
charges, etc.) with items recorded on the general ledger. Prior to the conversion to its new accounting
gysem, IRIS, on May 1, 2001, the university received daly imports from First Tennessee Bank for
these two accounts. The imports were stored in a computer file, and at the end of the month, personnel
would attempt to match bank activity from the stored files to items recorded on the generd ledger.
Items recorded at the bank which could not be matched to the generd ledger and items recorded on the
generd ledger which could not be matched to the bank were consdered reconciling items. On the June
30, 2001, bank reconciliations, $4,312,987.79 recorded at the bank could not be matched to the
genera ledger. Also, there was $3,913,156.99 of items recorded on the ledger which could not be
matched to bank activity.

With the reconciling items unresolved, the univergity cannot be sure that these items were
properly recorded on the generd ledger or that the bank correctly posted al transactions to the
university’ s bank accounts.

Recommendation

The universty should ensure that bank reconciliations are properly performed. Reconciling
items should be reviewed and resolved in atimely manner to ensure that ledger ba ances are correct and
that university bank accounts properly reflect dl cash transactions.

M anagement’s Comment

The universty concurs with the finding. Controller’s office gaff will peform  bank
reconciliations on atimely bass. To that end, the controller’ s office has added a position to assst in this
procedure and has used temporary employees to help identify reconciling items. To date, controller’s
office staff have reduced the unreconciled amount by an additiona $1,856,675.43 per bank and
$1,279,788.15 per ledger.



2. Deposits wer e not adequately collater alized

Finding

The university did not properly monitor the bank balances of a depostory bank in Crossville,
Tennessee, and a depository bank in Martin, Tennessee. The bank in Crossville had depoditsin excess
of Federa Deposit Insurance Corporation (FDIC) coverage for 128 days, and there was no pledged
collateral. Uninsured amounts ranged from $232.59 to $99,745.98. The bank in Martin had deposits
in excess of FDIC coverage plus pledged collateral for 27 days. For eight days, uncollateralized
deposits exceeded $700,000. On three of these days, the uncollateralized deposits exceeded $4.5
million.

Section 9-4-403, Tennessee Code Annotated, dates that al date funds held in Sate
depositories shdl be secured by “required collateral.” Section 9-4-105 states that “required collatera
means collaterad whose market value is equd to one hundred five percent (105%) of the vaue of the
date deposit secured thereby, less so much of such amount as is protected by the federa deposit
insurance corporation.”

University personne making deposits in these accounts are supposed to inform treasurer’s
office personnd 0 that uncollaterdized funds may be moved to the univerdty’s generd account in
Knoxville. The large uncollaterdized baances in Martin were during regigration for the fall and winter
semedters a that campus and should have been foreseen by university personnd.

By not adequately monitoring bank baances, the university increases the risk of financid lossin
the event of bank failure and fails to comply with Sate law.

Recommendation

The univergty should monitor bank baances and the market vdue of pledged collaterd to
ensure that bank balances are adequately insured and/or collateralized.

M anagement’s Comment

The universty concurs with the finding. The Universty of Tennessee will continue to
communicate with al university operations making deposits the importance of timely deposit reporting.
The large uncollaterdized deposit exposure at UT Martin resulted from unreported deposits during a
registration period. Deposit reporting procedures have been reemphasized to that campus. In addition,
the university will work with nonparticipating depository banks to encourage them to participate in the
Tennessee Collatera Pool for Public Deposits.



3. Effort certification reports are not submitted to the controller’s office on atimely bass

Finding

As reported in the previous audit, effort certification forms are not being submitted to the
university-wide controller’s office on atimely bass. The universty uses after-the-fact effort certification
forms to document distribution of payroll costs to sponsored agreements.  This type of certification is
required of dl sdaried personnel whenever a portion of their salary is charged to a grant or contract
account through the universty’s payroll sysem. The universty distributes the forms ether on an
academic term or monthly basis to applicable staff. The forms are submitted by departmental personnel
to a campus business office for review and then forwarded to the university-wide controller’s office.
Campus business office personnd make any necessary adjustments to the distribution of payroll cost.
From the universty-wide controller’s office, the forms are forwarded to data entry, where the
information from the forms is entered into the university’ s effort certification audit sysem. In this system,
arecord is kept of the forms recelved and those not received, and arecord is kept of sgnificant (greater
than 5%) unresolved payroll distribution variances. As data is entered, the system automatically checks
to make sure that any necessary payroll adjusments have been made. The forms are then filed in the
controller’s office. Asof November 1, 2001, for the 1999 fiscal year (which ended on June 30, 1999),
3.38% of effort certification reports (473) had not been processed in the controller’s office, and there
were 598 sgnificant unresolved payroll digtribution variances. For the 2000 fiscd year (which ended on
June 30, 2000), 5.64% of effort certification reports (824) had not been processed in the controller’s
office, and there were 799 significant unresolved payroll distribution variances. For the 2001 fiscal year
(which ended on June 30, 2001), 32.38% of effort certification reports (3,784) had not been processed
in the controller’s office, and there were 547 sgnificant unresolved payroll variances. Five hundred of
the 2001 reports had been filed in the controller’ s office without being entered into the effort certification
audit sysem. The remainder apparently had not been submitted to the controller’s office by
departmenta or campus business office personnd or perhaps had never been prepared by departmenta
personnel.

Office of Management and Budget (OMB) Circular A-21, Section J.8, Subsection c¢(2)(c),
dates that these “reports will reasonably reflect the activities for which employees are compensated by
the indtitution. To confirm that the distribution of activity represents a reasonable estimate of the work
performed by the employee during the period, the reports will be signed by the employee, principa
investigetor, or responsible officid(s) using suitable means of verification that the work was performed.”

Sdary transfer vouchers (Form T-17) are prepared by departmenta personnel whenever actual
certified time or effort on a grant or contract varies by 5% or more from the percentage of estimated
sdary charged. Therefore, the failure to prepare effort certification forms on a timely bass and to
conduct timely reviews could lead to incorrect charges to federd programs. In addition, if supporting
effort reports are never submitted, federa payroll costs are not documented as required per OMB A-
21.

10



Recommendation

The univergity should take steps to ensure that effort certification forms are prepared and are
returned to the controller’ s office on atimely basis. Campus business offices should review and submit
the forms on atimely bass. The outstanding forms related to the 1999, 2000, and 2001 fiscd years
should be submitted, and any necessary transfer vouchers should be prepared.

M anagement’s Comment

The univergty concurs with the finding. The university will print ancther effort certification form
for dl of those forms which have not been returned for fisca year 1999, fiscd year 2000, and fiscd year
2001, and will make the appropriate changes to the related accounting records.

In addition, the university has developed a new effort certification system to work in concert
with our SAP R/3 Human Resources module implementation. This new system will dlow principa
investigators to certify their effort each month. Also, if a variance exigts, the sysem will cregte a
transaction to move cogts at the same time the effort is certified.

11



STATE OF TENNESSEE

COMPTROLLER OF THE TREASURY
DEPARTMENT OF AUDIT
DIVISION OF STATE AUDIT

SUITE 1500
JAMES K. POLK STATE OFFICE BUILDING
NASHVILLE, TENNESSEE 37243-0264
PHONE (615) 401-7897
FAX (615) 532-2765

Independent Auditor’s Report
November 21, 2001

The Honorable John G. Morgan
Comptroller of the Treasury
State Capitol

Nashville, Tennessee 37243

Dear Mr. Morgan:

We have audited the accompanying baance sheet of the Universty of Tennessee, which is a
component unit of the State of Tennessee, as of June 30, 2001, and the related statements of changesin
fund balances and current funds revenues, expenditures, and other changes for the year then ended.
These financid statements are the respongibility of the university’s management. Our respongibility isto
express an opinion on these financial statements, based on our audit.

We conducted our audit in accordance with government auditing standards generaly accepted
in the United States of America. Those stlandards require that we plan and perform the audit to obtain
reasonable assurance about whether the financid statements are free of materid misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financid
datements. An audit dso includes assessing the accounting principles used and sgnificant estimates
made by management, as well as evauating the overal financid statement presentation. We believe that
our audit provides a reasonable basis for our opinion.

In our opinion, the financid statements referred to above present fairly, in dl materid respects,
the financid pogtion of the Universty of Tennessee, as of June 30, 2001, and the changes in fund
balances and the current funds revenues, expenditures, and other changes for the year then ended in
conformity with accounting principles generdly accepted in the United States of America

12



The Honorable John G. Morgan
November 21, 2001
Page Two

As discused in Note 16 to the financid statements, the university implemented GASB 33,
Accounting and Financial Reporting for Nonexchange Transactions.

In accordance with Government Auditing Standards, we have aso issued our report dated
November 21, 2001, on our consderation of the university’s internd control over financia reporting
and our tests of its compliance with certain provisons of laws, regulations, contracts, and grants. That
report is an integrd part of an audit performed in accordance with Government Auditing Standards
and should be read in conjunction with this report in considering the results of our audit.

Sincerdy,

(AR50 gy

Arthur A. Hayes, J., CPA,
Director

AAH/sds
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THE UNIVERSITY OF TENNESSEE
BALANCE SHEET
JUNE 30, 2001, WITH TOTALS AS OF JUNE 30, 2000

Current Funds

Endowment and Annuity and Life
ASSETS Unrestricted Restricted Loan Funds Similar Funds Income Funds
Cash and cash equivalents (Note 2) $ 177,716,867.22 $  44,565,391.37 $ 5,047,537.35 $ 8,486,799.07 $ 378,292.74
Assets with trustees (Notes 2 and 8) - 642,387.00 - 3,745,957.08 -
Investments (Note 2) - 338,465.40 - 410,539,762.77 53,881,015.25
Investment in UT-Battelle, LLC (Note 9) 125,000.00 - - - -

Accounts receivable (net of allowance

of $7,557,101.78 at June 30, 2001, and

$9,490,413.36 at June 30, 2000) (Notell) 50,371,325.92 106,333,384.77 972,597.04 409,344.09 405,102.05
Notes receivable (net of allowance

of $1,060,514.08 at June 30, 2001, and

$1,107,058.04 at June 30, 2000) 1,373,475.64 - 35,772,411.90 - -
L ease payments receivable (Note 13) - - - - -
State capital outlay and maintenance receivable - - - - -
Tennessee State School Bond Authority debt

proceeds receivable -
Due from other funds 426,397.82 - - - -

Inventories 9,410,916.07 - - - -
Prepaid expenses and deferred charges 2,640,961.33 - - - -
Land - - - - -

Assets under construction - - - - -
Structures and improvements - - - - -
Machinery and equipment - - - - -
Library holdings - - - - -
Livestock - - - - -

Total assets $  242,064,944.00 $ 151,879,628.54 $  41,792,546.29 $  423,181,863.01 $  54,664,410.04

LIABILITIES AND FUND BALANCES

Liabilities:
Accounts payable $  91,509,076.44 $ 6,554,554.02 $ 14,620.08 $ 597,306.98 $ 891.09
Accrued liabilities 17,096,553.19 - - - -

Tennessee State School Bond Authority

indebtedness (Note 4) - - - - -
Due to other funds - - - - 426,397.82
Annuities payable - - - - 10,104,264.75
Notes payable (Note 4) - -
Accrued compensated absences 47,945,652.28 6,776,192.75 - - -
Lease obligations payable -
Deferred revenue 27,265,276.36 - - - -
Amounts held in custody for others -
Deposits payable 3,513,328.67 - - - -

Total liabilities 187,329,886.94 13,330,746.77 14,620.08 597,306.98 10,531,553.66

Fund balances:
Allocation for working capital 57,466,727.01 - - - -
Allocation for encumbrances (Note 10) 9,748,316.85 - - - -
Allocation for compensated absences (47,945,652.28) - - - -
Other allocations 23,403,210.78 -
Restricted - 138,548,881.77 -
U.S. Government grants refundable - restrictec - - 33,764,403.58 - -
Institutional loan funds - restricted - - 8,013,522.63 -
Endowment - - - 393,523,643.45 -
Quasi-endowment - unrestricted - - - 9,750,689.54 -
Quasi-endowment - restricted - - - 19,310,223.04 -
Annuities - - - - 11,289,698.13
Lifeincome - - - - 32,843,158.25
Plant - unrestricted - - - - -
Plant - restricted - - - - -
Net investment in plant -
Unallocated 12,062,454.70 - - - -

Total fund balances 54,735,057.06 138,548,881.77 41,777,926.21 422,584,556.03 44,132,856.38

Total liabilities and fund balances $  242,064,944.00 $_ 151,879,628.54 $  41,792,546.29 $ _ 423,181,863.01 $  54,664,410.04

The notes to the financial statements are an integral part of this statement.
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Exhibit A

Totals
Plant Funds (Memorandum Only)
Retirement of
Indebtedness and
Renewals and Investment in
Unexpended Replacements Plant Agency Funds 2001 2000
$  25469,736.11 $ 122,289,788.39 $ - $ 4,791,615.23 $ 388,746,027.48 $ 314,788,874.67
- 273,000.10 - - 4,661,344.18 5,181,116.33
159,200.00 - - 4,393,499.84 469,311,943.26 492,435,844.13
- - - - 125,000.00 125,000.00
- 9,235.74 - 615,446.08 159,116,435.69 112,208,728.28
- - - - 37,145,887.54 36,083,017.21
15,036,784.50 - - - 15,036,784.50 16,337,299.12
6,909,154.70 - - - 6,909,154.70 11,153,684.57
6,165,813.65 - - - 6,165,813.65 8,247,538.28
- - - - 426,397.82 248,082.28
- - - - 9,410,916.07 9,624,055.36
- - - - 2,640,961.33 2,846,066.55
- - 45,132,874.38 - 45,132,874.38 40,197,390.28
- - 87,843,473.10 - 87,843,473.10 96,222,859.53
- - 1,003,982,922.69 - 1,003,982,922.69 944,282,950.75
- - 224,451,240.34 - 224,451,240.34 209,692,429.58
- - 258,361,524.00 - 258,361,524.00 253,180,300.00
- - 2,080,071.25 - 2,080,071.25 2,054,549.71

$  53,740,688.96 $  122,572,024.23 $ 1,621,852,105.76 $ 9,800,561.15 $ 2,721,548,771.98 $ 2,554,909,786.63

$ 421672029 $ -8 -8 14605156 $ 10303922046 $  61,139,555.27
- - 1,381,060.16 - 18,477,613.35 26,275,324.52
6,165,813.65 - 185,180,881.85 - 191,346,695.50 176,689,472.00
- - - - 426,397.82 248,082.28

- - - - 10,104,264.75 10,985,350.00

- - 31,009.87 - 31,009.87 50,926.85

- - - - 54,721,845.03 51,643,677.38

- - - - - 387,239.52
15,500,438.71 - - - 42,765,715.07 40,676,157.97
- - - 9,654,509.59 9,654,509.59 14,137,980.94

- - - - 3,513,328.67 4,812,444.44
25,882,972.65 - 186,592,951.88 9,800,561.15 434,080,600.11 387,046,211.17
- - - - 57,466,727.01 45,391,685.13

- - - - 0,748,316.85 7,804,504.70

- - - - (47,945,652.28) (44,817,519.33)

- - - - 23,403,210.78 15,496,477.36

- - - - 138,548,881.77 96,768,864.49

- - - - 33,764,403.58 32,734,405.68

- - - - 8,013,522.63 7,635,544.70

- - - - 393,523,643.45 412,345,432.10

- - - - 9,750,689.54 9,878,442.22

- - - - 19,310,223.04 17,935,189.35

- - - - 11,289,698.13 12,602,275.47

- - - - 32,843,158.25 32,020,401.84
25,462,755.56 122,066,659.56 - - 147,529,415.12 126,295,385.40
2,394,960.75 505,364.67 - - 2,900,325.42 2,795,490.91
- - 1,435,259,153.88 - 1,435,259,153.88 1,375,705,901.94

- - - - 12,062,454.70 17,271,093.50
27,857,716.31 122,572,024.23 1,435,259,153.88 - 2,287,468,171.87 2,167,863,575.46

$  53,740,688.96 $  122,572,024.23 $ 1,621,852,105.76 $ 9,800,561.15 $ 2,721,548,771.98 $ 2,554,909,786.63
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THE UNIVERSITY OF TENNESSEE
STATEMENT OF CHANGES IN FUND BALANCES
FOR THE YEAR ENDED JUNE 30, 2001

Exhibit B

Current Funds Plant Funds
Retirement of
Annuity and Indebtedness Totals
Loan Endowment and Life Income and Renewals and Investment (Memorandum Only)
Unrestricted Restricted Funds Similar Funds Funds Unexpended Replacements in Plant 2001
REVENUES AND OTHER ADDITIONS
Unrestricted current funds revenues $ 919,478,574.70 -0 % -0 % -8 -8 - - - $ 919,478,574.70
Restricted gifts and grants - 417,552,762.20 - 16,669,540.81 2,403,456.34 - - - 436,625,759.35
Federal Perkins loan funds - - 451,749.05 - - - - - 451,749.05
Federal nursing and health professions loan funds - - 199,998.00 - - - - - 199,998.00
Interest on notes receivable - - 838,866.65 - - - - - 838,866.65
Endowment income - 10,385,111.13 136,557.11 602,761.49 - - - - 11,124,429.73
Investment income - 236,911.99 199,859.14 - - 1,323,213.13 2,859,568.15 - 4,619,552.41
State appropriations for capital outlay - - - - - 24,142,025.27 - - 24,142,025.27
Tennessee State School Bond Authority proceeds - - - - - 22,754,098.97 - - 22,754,098.97
Capital lease acquisitions - - - - - - - 387,239.52 387,239.52
Gifts and other sources - - 38,065.98 - - 5,939,098.40 - 204,364.37 6,181,528.75
Student debt service fees - - - - - - 3,648,602.23 - 3,648,602.23
Federal interest subsidy grants - - - - - - 206,078.00 - 206,078.00
Expended for plant facilities
(including $31,391,044.02 charged to
current fund expenditures) - - - - - - - 95,094,548.73 95,094,548.73
Retirement of indebtedness - - - - - - - 11,491,973.22 11,491,973.22
Adjustment of actuarial liability for annuities payable - - - - 1,348,895.72 - - - 1,348,895.72
Total revenues and other additions 919,478,574.70 428,174,785.32 1,865,095.93 17,272,302.30 3,752,352.06 54,158,435.77 6,714,248.38 107,178,125.84 1,538,593,920.30
EXPENDITURES AND OTHER DEDUCTIONS
Unrestricted current fund expenditures 858,342,847.00 - - - - - - - 858,342,847.00
Restricted current fund expenditures - 367,500,484.51 - - - - - - 367,500,484.51
Administration and collection costs - - 24,596.77 - - - - - 24,596.77
Loan cancellations and write-offs - - 377,079.48 - - - - - 377,079.48
Expended for plant facilities
(including $4,793,574.47 of uncapitalized expenditures) - - - - - 68,497,079.18 - - 68,497,079.18
Retirement of indebtedness - - - - - - 11,491,973.22 - 11,491,973.22
Interest on indebtedness - - - - - - 10,073,338.55 - 10,073,338.55
Disposa of plant facilities - - - - - - - 26,581.90 26,581.90
Buildings and improvements written off and adjustments - - - - - - - 4,177,144.82 4,177,144.82
Physica inventory adjustments - - - - - - - 15,210,142.80 15,210,142.80
Increase in indebtedness - - - - - - - 28,211,004.38 28,211,004.38
Indirect costs recovered - 25,468,414.14 - - - - - - 25,468,414.14
Loss on investments - - - 27,867,737.54 1,137,389.17 - - - 29,005,126.71
Other - 494,442.38 78,565.94 121.40 10,380.71 - - - 583,510.43
Total expenditures and other deductions 858,342,847.00 393,463,341.03 480,242.19 27,867,858.94 1,147,769.88 68,497,079.18 21,565,311.77 47,624,873.90 1,418,989,323.89
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Exhibit B (Cont.)

TRANSFERS AMONG FUNDS - ADDITIONS
(DEDUCTIONS)
Mandatory:
Principal and interest
Loan funds matching
Endowment and similar funds
Nonmandatory:
Restricted current funds
Unrestricted current funds
Unexpended plant
Retirement of indebtedness

Total transfers
Net increase (decrease) for the year
Fund balance at June 30, 2000

Fund balance at June 30, 2001

Current Funds Plant Funds
Retirement of
Annuity and Indebtedness Totals
Loan Endowment and Life Income and Renewals and Investment (Memorandum Only)
Unrestricted Restricted Funds Similar Funds Funds Unexpended Replacements in Plant 2001
(18,197,426.85) - - - - - 18,197,426.85 - -
(38,723.09) 15,601.00 23,122.09 - - - - - -
- - - 3,038,731.48 (3,038,731.48) - - - -
(589,774.99) 7,052,971.99 - (8,017,975.64) (55,671.63) 1,608,299.04 2,151.23 - -
1,249,706.84 - - (1,249,706.84) - - - - -
(6,021,684.00) - - (750,000.00) - 15,089,822.79 (8,318,138.79) - -
(23,949,009.91) - - - - - 23,949,009.91 - -
(47,546,912.00) 7,068,572.99 23,122.09 (6,978,951.00) (3,094,403.11) 16,698,121.83 33,830,449.20 - -
13,588,815.70 41,780,017.28 1,407,975.83 (17,574,507.64) (489,820.93) 2,359,478.42 18,979,385.81 59,553,251.94 119,604,596.41
41,146,241.36 96,768,864.49 40,369,950.38 440,159,063.67 44,622,677.31 25,498,237.89 103,592,638.42 1,375,705,901.94 2,167,863,575.46

$ 54,735,057.06

$ 138,548,881.77

$  41,777,926.21

$ 422,584,556.03

$  44,132,856.38

$ 27,857,716.31  $ 122,572,024.23

$ 1,435,259,153.88

$ 2,287,468,171.87

The notes to the financial statements are an integral part of this statement.
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THE UNIVERSITY OF TENNESSEE

STATEMENT OF CURRENT FUNDS REVENUES, EXPENDITURES, AND OTHER CHANGES

FOR THE YEAR ENDED JUNE 30, 2001

WITH COMPARATIVE TOTALS FOR THE YEAR ENDED JUNE 30, 2000

Exhibit C

REVENUES
Tuition and fees
Federal appropriations
State appropriations
Local appropriations
Federal grants and contracts
State grants and contracts
Local grants and contracts
Private grants and contracts
Private gifts
Endowment income - university and other
Sales and services of educational activities
Investment income
Other sources

Total educational and general

Sales and services of auxiliary enterprises
Sales and services of hospitals
Independent operations (Note 12)

Total current revenues

EXPENDITURES AND TRANSFERS
Educationa and genera expenditures:
Instruction
Research
Public service
Academic support
Student services
Institutional support
Operation and maintenance of plant
Scholarships and fellowships

Total educational and general expenditures

Mandatory transfers for:
Principal and interest
Loan funds

Nonmandatory transfers for:
Retirement of indebtedness
Endowment and similar funds
Restricted current funds
Unexpended plant
Auxiliary enterprises
Hospitds

Total educational and general expenditures and transfers

Auxiliary enterprises:
Expenditures

Mandatory transfer for:
Principal and interest

Nonmandatory transfers for:
Retirement of indebtedness
Unexpended plant
Restricted current funds
Educational and general

Total auxiliary enterprises expenditures and transfers

Hospitas:
Expenditures

Mandatory transfer for:
Principal and interest

Nonmandatory transfers for:
Educational and general
Unexpended plant

Total hospitals expenditures and transfers
Independent operations:

Expenditures (Note 12)
Total independent operations expenditures
Total expenditures and transfers
Excess (deficiency) revenues over (under) expenditures

and transfers

Educationa and general

Auxiliary enterprises

Hospitds

Independent operations

OTHER TRANSFERS AND ADDITIONS (DEDUCTIONS)

Restricted receipts in excess of expenditures
Indirect costs recovered
Other deductions
Disposition of hospital net operating assets (Note 12)
Restricted gifts transferred from other funds
Net increase (decrease) in fund balances

The notes to the financial statements are an integral part of this statement.

Current Year Prior Y ear
Unrestricted Restricted Total Total
$ 192,048,23482 $ - 192,048,234.82 179,712,820.20
13,512,449.31 - 13,512,449.31 13,533,799.85
401,169,200.00 16,870,400.00 418,039,600.00 385,333,500.53
3,823,936.18 - 3,823,936.18 3,758,348.96
38,387,824.96 129,994,001.17 168,381,826.13 147,475,202.74
6,180,106.01 19,846,036.22 26,026,142.23 23,835,599.97
1,733,856.16 4,810,633.21 6,544,489.37 10,128,740.38
3,571,441.88 64,000,025.41 67,571,467.29 57,100,157.17
1,814,159.63 42,907,677.42 44,721,837.05 37,465,269.93
74,159.48 25,104,880.25 25,179,039.73 17,809,685.96
37,292,204.86 - 37,292,204.86 33,235,577.07
20,437,978.82 - 20,437,978.82 16,166,050.15
19,175,116.48 - 19,175,116.48 14,437,076.86
739,220,668.59 303,533,653.68 1,042,754,322.27 939,991,829.77
121,900,704.28 1,401,649.51 123,302,353.79 121,287,589.93
58,357,201.83 25,932.88 58,383,134.71 74,421,174.28
- 99,021,706.70 99,021,706.70 95,671,473.72
919,478,574.70 403,982,942.77 1,323,461,517.47 1,231,372,067.70
327,044,344.09 51,326,939.74 378,371,283.83 351,485,004.93
46,849,485.66 108,968,544.42 155,818,030.08 140,900,486.85
53,350,494.11 63,889,097.13 117,239,591.24 111,100,294.41
80,062,795.56 8,874,719.71 88,937,515.27 83,905,573.63
45,277,930.16 1,893,574.10 47,171,504.26 44,973,671.64
57,792,179.81 763,606.17 58,555,785.98 61,486,779.94
65,650,329.61 52,277.98 65,702,607.59 55,639,501.51
27,017,363.21 32,641,513.56 59,658,876.77 54,607,078.91
703,044,922.21 268,410,272.81 971,455,195.02 904,098,391.82
4,335,705.81 - 4,335,705.81 4,438,271.38
38,723.09 - 38,723.09 87,086.57
17,762,997.83 - 17,762,997.83 17,894,805.87
(1,249,706.84) - (1,249,706.84) 607,878.46
569,774.99 - 569,774.99 305,304.54
4,424,347.89 - 4,424,347.89 11,521,004.11
(4,594,894.95) - (4,594,894.95) (4,042,159.71)
3,427.97 - 3,427.97 (354,892.00)
724,335,298.00 268,410,272.81 992,745,570.81 934,555,691.04
97,476,839.48 68,505.00 97,545,344.48 94,864,348.60
13,653,902.47 - 13,653,902.47 11,719,462.34
6,186,012.08 - 6,186,012.08 6,537,068.23
1,439,565.15 - 1,439,565.15 2,837,034.37
20,000.00 - 20,000.00 20,000.00
4,594,894.95 - 4,594,894.95 4,042,159.71
123,371,214.13 68,505.00 123,439,719.13 120,020,073.25
57,821,085.31 - 57,821,085.31 75,693,323.82
207,818.57 - 207,818.57 639,599.88
(3,427.97) - (3,427.97) 354,892.00
157,770.96 - 157,770.96 975,757.77
58,183,246.87 - 58,183,246.87 77,663,573.47
- 99,021,706.70 99,021,706.70 95,671,473.72
- 99,021,706.70 99,021,706.70 95,671,473.72
905,889,759.00 367,500,484.51 1,273,390,243.51 1,227,910,811.48
14,885,370.59 35,123,380.87 50,008,751.46 5,436,138.73
(1,470,509.85) 1,333,144.51 (137,365.34) 1,267,516.68
173,954.96 25,932.88 199,887.84 (3,242,399.19)
- 24,191,842.55 24,191,842.55 30,282,294.25
- (25,468,414.14) (25,468,414.14) (23,443,172.03)
- (494,442.38) (494,442.38) (389,231.47)
- - - (59,610,115.91)
- 7,068,572.99 7,068,572.99 6,392,449.45
13,588,815.70 $ 41,780,017.28 $ 55,368,832.98 (43,306,519.49)
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The University of Tennessee
Notesto the Financial Statements
June 30, 2001

NOTE1l. SUMMARY OF SGNIFICANT ACCOUNTING POLICIES

Reporting Entity

The university is a component unit of the State of Tennessee, and is discretely presented in

the Tennessee Comprehensive Annual Financial Report. Although the university is a
separate legd entity, the date is financidly accountable for the university because the state

gppoints amgority of its governing body and provides financia support.

The Universty of Tennessee System is comprised of the Universty of Tennesee, the
University of Tennessee at Chattanooga, and the University of Tennessee a Martin. The
Univerdty of Tennessee is comprised of the University of Tennessee Knoxville campus; the
Universty of Tennessee - Center for the Hedlth Sciences, including the Memphis campus,
the Memorid Research Center at Knoxville, Clinica Education Centers at Chattanooga and
Knoxville, Family Practice Centers at Jackson, Knoxville, and Memphis, and a hospitd in
Memphis, the Universty of Tennessee Space Inditute at Tullahoma; the Universty of
Tennesse Inditute of Agriculture, including the College of Agriculture a Knoxville, the
Agricultura Experiment Stations, the Agricultura Extenson Service, and the College of
Veterinary Medicine at Knoxville; the Indtitute for Public Service, which includes the County
Technicd Assgance Service and the Municipa Technicd Advisory Service, and the
Universty-Wide Adminidration. The university is governed by a board of 23 members,
including one student member and one faculty member, dl ether ex officio or gppointed by
the governor, who aso serves as chairman. The president is the Chief Executive Officer of
the university system.

The university benefits from a number of organizations that exig mainly to support the
various purposes and activities of the university syslem. These organizations include student

organizations, the Universty Faculty Association; the University of Tennessee Foundation;

the Universty Physcians Foundation; the Universty of Chattanooga Foundation; the
Tennessee Geographic Alliance; Tristar Enterprises; the University of Tennessee Research
Corporation; and the Tennessee 4-H Club Foundation. In addition, the university is a
participant in ajoint venture with Battelle Memorid Indtitute caled UT-Baitdle, LLC, which
was edtablished for the sole purpose of management and operation of the Oak Ridge
Nationa Laboratory for the U.S. Department of Energy. Each of these organizations is
legdly independent and fully sdlf-governing. Consequently, none of these organizations is
included in the financid satements of the university.
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Basis of Presentation

The financid statements for the University of Tennessee are prepared in conformity with
accounting principles generally accepted in the United States of America as prescribed by
the Governmental Accounting Standards Board (GASB). The university uses the AICPA
College Guide mode for accounting and financid reporting.

Basis of Accounting

The financid statements of the University of Tennessee have been prepared on the accrud
basis, except that depreciation on plant assets is not recorded and revenues and
expenditures of an academic term encompassing more than one fiscd year are reported
ldy in the fiscd year in which the term is predominantly conducted. All redricted
resources are recorded as additions to the fund balances of the appropriate fund groups.
Restricted current resources are then recorded as revenues during the period in which they
are expended or dl digibility requirements have been met. The statement of current funds
revenues, expenditures, and other changes is a statement of financid activities of current
funds related to the current reporting period. It does not purport to present the results of
operations or the net income or loss for the period, as would a statement of income or a
statement of revenues and expenses.

To the extent that current funds are used to finance plant assets, the funds are accounted for
as (1) expenditures, for norma replacement of movable equipment and library holdings; (2)
mandatory transfers, for required debt amortization and interest and equipment renewa and
replacement; and (3) nonmandatory transfers, for al other cases.

Fund Accounting

To ensure observance of limitations and redtrictions placed on the use of resources
avaladle, the univerdty mantains accounts in accordance with the principles of fund
accounting.  With this procedure, resources for various purposes are classfied for
accounting and reporting purposes into funds for specified activities or objectives. Separate
accounts are maintained for each fund; however, in the accompanying financia statements,
funds with amilar characterigtics have been combined into fund groups. Accordingly, dl
financid transactions have been recorded and reported by fund group.

Within each fund group, fund balances redtricted by outside sources are so indicated and

are disinguished from unrestricted funds which are dlocated to specific purposes by the
governing board. Externdly redtricted funds may be used only in accordance with the
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purposes established by the source of such funds and contrast with unrestricted funds over
which the governing board retains full control to use in achieving any of its inditutiona
purposes. Other dlocaions for fund baances incdlude unemployment compensation,
revolving accounts, unexpended gifts, and regppropriations. These were made in
accordance with university policies.

All gains and losses arisng from the sde, collection, or other dispogtion of investments and
other noncash assets are accounted for in the fund that owned such assets.  Ordinary
income derived from invesments, receivables, and the like is accounted for in the fund
owning such assets, except for income derived from investments of endowment and similar
funds. Thisincome is accounted for in the fund to which it is redtricted or, if unredtricted, as
revenues in unrestricted current funds. All other unrestricted revenue is accounted for in the
unrestricted current funds. Restricted gifts, grants, gppropriations, endowment income, and
other restricted resources are accounted for in the gppropriate restricted funds. Restricted
current funds are reported as revenues when expended or when dl digibility requirements
have been met and expenditures when expended for current operating purposes.

Current Funds

Unrestricted current funds consist of those funds over which the university retains full control
for usein achieving any of its authorized inditutiona purposes. Auxiliary enterprises activities
are included in unredtricted current funds and include student housing, bookstores, food
sarvices, parking sarvices, the men's athletic department at Knoxville, and certain other
activities. Hospitd activities are dso included in unrestricted current funds. Restricted
current funds are externaly redtricted and may be used only in accordance with the
purposes established by their source.

Loan Funds

Loan funds consist of resources made available for student loans.

Endowment and Similar Funds

Endowment funds are subject to the restrictions of gift instruments requiring in perpetuity
that the principa be invested and only the income be used.  Although quasi-endowment
funds have been established by the governing board for the same purpose as endowment
funds, any portion of quasi-endowment funds may be expended. Since these funds are
internally designated, the governing board retains the right to ater or amend such
designation.
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Annuity and Life Income Funds

Annuity and life income funds are funds held in trust by the universty under agreement with
donors whereby designated beneficiaries recalve an annuity or specified interests in annud
income of the trust. Upon degth of the beneficiaries or other termination of the trugt, such
trust assets become available to the university for use as set forth in each agreement.

Plant Funds

The plant funds group consists of (1) unexpended plant funds, which are to be used for the
congtruction or acquisition of physica properties for ingtitutiona purposes; (2) retirement of
indebtedness and renewa and replacement funds, which are funds set aside for debt service
charges and for the retirement of indebtedness on ingtitutiond properties, and mgor
maintenance items on inditutiona properties, respectively; and (3) investment in plant funds,
which are funds expended for, and thus invested in, indtitutional properties.

Agency Funds

The univerdty acts soldy as an agent in the handling of these funds consequently,
transactions of these funds do not affect the university’ s operating Statements.

Inventories

Inventories are vaued a the lower of cost or market, based on the retail, specific
identification, average cogt, or firg-in, firg-out basis.

| nvestments

Investments in commercia paper are reported at amortized cost a June 30, 2001. All
other investments are reported a fair vaue.

Plant Assets

Physica plant, equipment, and land are stated at cost at date of purchase or a far vaue at
date of donation. Depreciation on the physicd plant and equipment is not recorded.
Purchases of library books and holdings are recorded as current fund expenditures and
capitalized at standardized costs in the plant funds. Library books are valued at $48 per
volume and other library holdings are vaued a various standardized vaues which
approximate current cods. Livestock is valued at estimated market vaue.  Equipment
expenditures are capitalized when the unit acquisition cost is $5,000 or greater and the
estimated useful lifeistwo years or more.
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Capitalized Interest

The university capitdizes interest cost in excess of earnings on debt associated with capitd
projects as a component of buildings. Therefore, asset vaues in the invesment in plant
subgroup include such interest codts.

Accounts Payable

Included in unrestricted current funds - accounts payable are checks payable in the amount
of $37,782,768.80 as of June 30, 2001. These amounts represent the sum of checks
written in excess of the universty’s checking account baance because of the use of a
controlled disbursement account. In this way, the university maximizes interest income by
transferring from an investment account only funds necessary to cover the checks that clear
the bank dally.

Accrued Compensated Absences

The universty’s employees accrue annud leave a varying rates, depending on length of
sarvice or classficaion. Some employees dso earn compensatory time.  Generdly, dl
permanent full-time employees and certain part-time employees are entitled to accrue and
cary forward cdendar year maximums of 42 days annuad vacation leave, except nine-
month faculty members who do not accrue annua leave. The amount reflects, as of June
30, dl unused vacation leave payable upon termination. The ligbility is vaued & fiscd year-
end current salary costs and the cost of the salary-related benefit payments and is recorded
in current funds. The net change in the ligbility is recorded in the current year in the
gpplicable current funds functiond expenditure categories. Since the liability is expected to
be funded primarily from future unrestricted and redtricted revenue sources, a relaed
dlocation has been made to the current fund balances so that these fund balances reflect
current available funds.

Allocation for Working Capital

The unredtricted fund baance is dlocated for the amount of working capital. “Working
capitd” is defined asthetotd of dl petty cash, accounts receivable, inventories, and prepaid
expenses in the unrestricted current fund at the balance sheet date, except for student
receivables credited to deferred revenue, accrued interest, and amounts due on federa
letters of credit, less the accrued benefits on accrued faculty sdaries.
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Income Taxes

The university, as a public corporation and an indrumentdity of the State of Tennesseg, is
exempt from federd income taxes under Section 115 of the Internal Revenue Code.
Contributions to the university are deductible by donors as provided under Section 170 of
the Internal Revenue Code.

Tennessee State School Bond Authority Debt Proceeds Receivable

Tennessee State School Bond Authority Debt Proceeds Receivable in unexpended plant
congsts of expenditures under Tennessee State School Bond Authority funded projects
which have not yet been reimbursed.

Totals (Memorandum Only)

Totd columns on the generd-purpose financid statements are captioned “memorandum
only” to indicate that they are presented only to facilitate financid anadlyss. Data in these
columns do not present financid pogtion or results of operations in conformity with
generaly accepted accounting principles. Nether are such data comparable to a
consolidation. Interfund eiminations have not been made in the aggregation of this data

DEPOSITSAND INVESTMENTS

I nvestment Policy

The Universty of Tennessee mantains a cash management investment pool thet is available
for use by dl fund groups. State statutes and university investment policies authorize the
university’ s cash management pool to invest in collateralized Tennessee bank or savings and
loan association certificates of deposit, U.S. Treasury obligations, U.S. government agency
obligations, repurchase agreements of those securities, highest quality commercia paper,
prime bankers acceptances, and money market mutual funds meeting certain criteria

In accordance with sate statutes, commercia banks and savings and |oan associations that
do not participate in the State of Tennessee Callaterd Pool for Public Deposits must pledge
securities with third parties as collaterd to secure university time and demand deposits.
Market values of these securities are regularly monitored to ascertain that 105% of
university depodits, less the amounts protected by the Federd Deposit Insurance
Corporation, are secured.
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There are two categories of universty funds which are subject to long-term investment: the
endowment and smilar funds and the annuity and life income funds. The investment of these
fundsis governed by the gift insrument and the investment policies established by the Board
of Trustees. For a more complete description of these investments, please refer to Note 3,
“Endowment and Smilar Funds and Annuity and Life Income Funds”

Cash and Cash Equivalents

In addition to petty cash and demand deposits, this classfication includes insruments which
are readily convertible to known amounts of cash. At June 30, 2001, cash and cash
equivaents consisted of $16,785,399.63 in bank accounts, $1,184,749.00 of petty cash on
hand, $2,070,000.00 of certificates of deposit, and $364,572,538.96 in the university’s
cash management investment pool. Additiondly, the univergty maintains custodia accounts
a Firg Tennessee Bank for funds contractuadly managed by independent investment
counsd. In accordance with the custody agreement, First Tennessee Bank placed cash
equivalents of $4,133,339.89 at June 30, 2001, in the bank’ s money market mutual fund.

Deposits

Depogts with financid inditutions are required to be categorized to indicate the level of
cugtodid risk assumed by the univeraty. Category 1 conssts of deposits that are insured or
collateraized with securities held by the university or by its agent in the university’s name.
Category 2 congsts of depodts collaterdized with securities held by the pledging financid
ingitution’s trust department or agent in the university’s name. Category 3 deposts are
uncollaterdized. This category includes any bank bdance that is collaterdized with
securities held by the pledging financia indtitution or by its trust department or agent but not
in the university’s name.

Some of the university’s bank accounts are in financid indtitutions which participate in the
bank collatera pool administered by the Treasurer of the State of Tennessee. The securities
pledged to protect these accounts are pledged in the aggregate rather than againgt each
individua account. The members of the pool may be required by agreement to pay an
assessment to cover any deficiency.  Under this additional assessment agreement, public
fund accounts covered by the pool are considered to be insured for purposes of credit risk
disclosure.

At June 30, 2001, the carrying amount of the university’s deposits was $18,855,399.63,

and the bank balance including accrued interest was $17,532,764.86. Of this baance,
$17,375,746.85 was category 1 and $157,018.01 was category 3.
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During the year ended June 30, 2001, the university had uncollaterdized deposits on severd
days, ranging from $232.59 to $4,819,665.43.

The laws of the State of Tennessee require that collatera be pledged to secure al uninsured
deposits.

Cash Management | nvestment Pool

The cash management investment pool conssts of marketable securities and government
repurchase agreements as previoudy described. The reported amount of the cash
management pool a June 30, 2001, was $364,572,538.96. The cost of the cash
management pool a June 30, 2001, was $360,629,336.97. The reported amount of
securities in the pool with a maturity date of three months or less from the date of purchase
a June 30, 2001, was $34,005,028.88. The cost of these same securities at June 30,
2001, was $33,989,496.66. The securities in the pool are categorized on the following
page, listed as cash equivaents, to indicate the leve of risk assumed by the university. The
universty’s slandard “Master Repurchase Agreements’ require that the securities underlying
repurchase agreements have fair value equa to or exceeding 100% of the cost of the
repurchase agreement and that the securities be ddivered to its agent’s trust account at the
Federa Resarve Bank - Memphis. The far vaue of securities underlying repurchase
agreements was $24,373,279.14 at June 30, 2001.

| nvestments

The univergty’'s investments are categorized below to indicate the level of custodia risk
assumed by the universty a year end. Category 1 consigts of insured or registered
investments or invesments for which the securities are held by the university or its agent in
the universty’s name. Category 2 congsts of uninsured or unregistered investments for
which the securities are held by the counterparty’s trust department or agent in the
university’s name. Category 3 consists of uninsured and unregistered investments for which
the securities are held by the counterparty or by its trust department or agent but not in the
university’s name.
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June 30, 2001
Category
Reported
1 2 3 Amount Cost
Cash equivalents
Government securities $ 213,240,694.69 $ -$ - 213240694.69 $  210,086,440.32
Repurchase agreements 23,000,000.00 1,000,000.00 - 24,000,000.00 24,000,000.00
Commercial paper 127,331,844.27 - - 127,331,844.27 126,542,896.65
363,572,538.96 1,000,000.00 - 364,572,538.96 360,629,336.97
Investments
Domestic securities
Government securities 11,964,601.95 41,797 ,577.04 - 53,762,178.99 52,121,273.46
Corporate bonds 2,784,853.75 26,739,437.75 - 29,524,291.50 29,295,973.96
Corporate stocks 132,418,817.95 8,651,877.08 - 141,070,695.03 130,321,957.54
Mortgages and notes 2,285,771.27 - - 228577127 2,286,460.64
Other investments 181,110.97 - - 181,110.97 200,533.18
International securities
Corporate stocks 1,821,340.00 - - 1,821,340.00 1,853,376.03
Assets with trustees - - 4,661,344.18 4,661,344.18 4,007,975.44
151,456,501.89 77,188,891.87 4,661,344.18 233,306,737.94 220,087,550.25
$ 515,029,040.85 $ 7818889187 $ 4,661,344.18
University cash equivalents and investments not susceptible to categorization:
Cash equivalents - assets with First Tennessee Bank as custodian 4,133,339.89 4,133,339.89
Limited partnership - venture capital funds 36,484,465.90 35,219,326.13
Mutual funds 140,368,897.10 127,479,158.42
Investments in hedge funds 36,217,160.00 40,000,000.00
Real estate equity funds 20,166,784.48 17,251,472.63
Real estate gifts 7,429,242.02 7,566,194.67
Total investments and cash equivalents 842,679,166.29 812,366,378.96
Less: Cash equivalents 368,705,878.85 364,762,676.86
Total investments and assets with trustees 47397328744 $  447,603,702.10

Assets with trustees of $146,266.84 at June 30, 2001, in retirement of indebtedness,
congsted of securities held in debt service reserve with First Tennessee Bank.  Additiond
assets with trustees of $126,733.26 a June 30, 2001, in retirement of indebtedness,
congsted of securitiesin an interest rate reserve fund with the Tennessee State School Bond

Authority.

The universty’s funds subject to long term investment (endowment and annuity and life
income funds) use various externd managers and funds congdent with investment
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NOTE 3.

objectives for those invested funds. A dgnificant part of these funds is the universty’'s
Consolidated Investment Pool (Note 3) which is a carefully crafted portfolio of broadly
diversfied assat classes including an dternative asset class comprised of hedge funds.
Currently, the Consolidated Investment Pool invests in two hedge funds, the Commonfund
Globa Hedged Partners and the Baentine Hedge Fund Sdlect. The hedge fund investments
expose the universty to sgnificant amounts of credit risk and market risk by trading or
holding derivative securities and by leveraging the securities in the fund. These investments
are briefly described asfollows.

Commonfund Globa Hedged Partners, LLC, was created in 2000 as a multi-manager fund
investing in a diversfied group of 15 primarily equity hedge fund managers operaing and
investing in the United States, Europe, and Ada.  Investment dtrategies are predominantly
long/short but dso include internationa and event-driven arbitrage.  The university’s
investment of $20,000,000 was valued at $19,477,020 at June 30, 2001.

Bdentine Hedge Fund, L.P., was created in 2000 as a multi-manager partnership.
Currently, portfolio assets are dlocated among 11 managers with 40% of the managers
biased toward net long postions in U.S. large capitdization companies and 60% using
widely diverse drategies to moderate overdl volatility. These drategies include long equity
positions, distressed securities, mortgage-backed securities, and private equity. Effective
January 1, 2001, the partnership changed its name to Baentine Hedge Fund Select, L. P.
The university’ s investment of $20,000,000 was vaued at $16,740,140 at June 30, 2001.

ENDOWMENT AND SIMILAR FUNDS AND ANNUITY AND LIFE INCOME
FUNDS

There are two categories of university funds which are subject to long-term investment: the
endowment and smilar funds and the annuity and life income funds. The invesment of these
funds is governed by the gift instrument and the investment policies established by the Board
of Trustees.

Effective July 1, 1954, the university adopted the policy of investing endowment and smilar
funds over which it had full investment discretion (and on which the donor or governing gift
instrument does not require separate investment) in the Consolidated Investment Pool. This
pooling of investments affords closer supervison of the investment portfolio and provides,
regardless of Sze, the advantages of participation in a well-diverdfied portfolio of domestic
and international equities, private equity, bonds, red estate, and hedge funds. All contributing
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endowments participate in the income and capital appreciation of the Pool on a per-share
bass commensurate with its contribution to the Pool. New endowment funds purchase
shares in the Pool a the end of each month a the then current far vaue per share,
determined by valuing the Pool a month end fair value and dividing by the number of pool
units outstanding. Net redlized capitd gains are reinvested and may be used for any shortfal
between current income and spending plan digtributions.  The spending plan provides
digributions equa to 5% of a three-year moving average Pool far vaue determined as of
December 31. The per unit fair value for participating endowments was $3.658956 at June
30, 2001. Income distributed was $.17848 per share in 2001 or $19,284,478.66. All
endowment and smilar funds not invested as part of the Consolidated Investment Pool are
separately invested to observe requirements or limitations imposed by donors.  Income
earned and distributed on separatdly invested endowment and smilar funds amounted to
$761,129.65 for 2001.

Annuity and life income funds are separatdly invested entities requiring detailed accounting to
reflect specific compliance with terms of each trust and applicable federa regulations. The
investment objectives as reflected in each agreement vary widely since they are affected by
the age, income level, and needs of the beneficiaries as well as motives and objectives of the
donors. Interest, dividend, rent, and roydty income redized on these funds for 2001
amounted to $2,380,250.11.

The fair vaue of endowment and smilar funds a June 30, 2001, was $423,181,863.01
and the cost was $398,563,153.56. The fair vaue of annuity and life income funds a June
30, 2001, was $54,664,410.04 and cost was $54,094,502.38.

TSSBA INDEBTEDNESSAND NOTES PAYABLE

Tennessee State School Bond Authority (TSSBA) bonds, with interest rates ranging from
3.0% to 7.75%, are due seridly to 2030 and are secured by pledges of the facilities
revenue to which they relate and certain other revenues and fees of the university, including
date gppropriations. The tota outstanding bonded indebtedness for the university was
$180,611,870.26 at June 30, 2001. The total bonded indebtedness reported on the
balance sheet a June 30, 2001, is shown net of unaccreted bonds payable of
$5,972,653.27, assets of $10,284,858.90 held by the Tennessee State School Bond
Authority, and unspent bond proceeds of $218,846.09.
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Included in the total outstanding indebtedness is a $242,000.00 note with the Department of
Education, which was issued in March 1989. The note carries an interest rate of 3% and is
due semi-annudly to 2003. The outstanding baance of the note payable a June 30, 2001,
was $31,009.87.

The univerdity’s debt service requirements to maturity for al bonds and the Department of
Education note payable at June 30 are asfollows:

Principa Interest
2002 $ 11,848,914.04 $ 8,431,627.85
2003 11,937,299.68 7,974,759.86
2004 12,098,213.03 7,510,321.11
2005 10,459,756.37 7,020,193.23
2006 9,308,840.24 6,606,505.58
Subsequent Years 124,989,856.77 62,771,604.47

$ 180,642,880.13 $ 100,315,012.10

Commercial Paper Program

The Tennessee State School Bond Authority also authorized the issuance of commercid
paper to finance costs of various capital projects. At June 30, 2001, $27,211,183.50 had
been issued for projects at the University of Tennessee.

For the commercid paper program, the Tennessee State School Bond Authority maintains
an interest rate reserve fund. The university contributes amounts to the reserve fund based
on the amounts drawn. The principa of the reserve will be contributed to pay off notes or
credited back to the university when the notes are converted to bonds. The interest earned
on the reserveis used to pay interest due during the month.

The totd indebtedness of the university at June 30, 2001, was $207,854,063.63.

OPERATING LEASES

The universty has entered into various operating leases for buildings and equipment. It is
expected that in the norma course of business, such leases will continue to be required.

30



The University of Tennessee
Notes to the Financial Statements (Cont.)
June 30, 2001

NOTE 6.

Net expenditures for rentals under leases for the year ended June 30, 2001, amounted to
$5,988,224.77.

The following is a schedule of future minimum renta payments required under noncancelable
operating leases that have initid or remaining lease terms of more than one year a June 30,
2001.

Year Ending
June 30

2002 $115,334.16
2003 9,110.00
2004 9,110.00
2005 9,110.00
2006 9,110.00
Later Years 63,770.00
Tota Minimum Payments Required $215,544.16

INSURANCE-RELATED ACTIVITIES

Risk Management

The univergty is exposed to various risks of loss related to generd liability; automobile
ligbility; professond mapractice; workers compensation; theft of, damage to, and
destruction of assets; errors and omissions; injuries to employees; and natura disasters.

a.  Theunivergty carries commercid insurance for losses related to hired and non-
owned automobiles, losses related to railroad protection, and losses related to
ten university-owned aircraft. Settled claims resulting from these risks have not
exceeded commercid insurance coverage in any of the past threefisca years.

b. The state purchases commercid insurance for red property losses above $5
million per year and surety bond coverage on the da€'s officids and
employees. During the year ended June 30, 1999, the state incurred losses in
Clarksville and Jackson due to damage from tornadoes. The find settlement of
$8.96 million for the tornado damage in Clarksville was made during the year
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ended June 30, 2001. In the years ended June 30, 2000, and June 30, 1998,
the date did not have any dams filed with the commercid insurer. A
designation for casudty losses in the amount of $8.731 million has been
edtablished in the state's generd fund to provide for any property losses other
than the commercid insurance coverage. At June 30, 2001, the scheduled
coverage for the universty was $2,155568,600 for buildings and
$756,768,100 for contents.

The date has set asde assets for claim settlement in an internd service fund, the
Clams Award Fund. This fund services dl clams for risk of loss to which the
date is exposed, including generd liability, automobile liability, professond
malpractice, and workers compensation.  The universty participates in the
Clams Award Fund. The fund alocates the cost of providing clams servicing
and clams payment by charging a premium to the universty based on a
percentage of the univerdty’s expected loss costs, which include both
experience and exposures. This charge congders recent trends in actua claims
experience of the state as a whole. An actuaria valuation is performed as of
fiscd year-end to determine the fund ligbility and premium alocation. Since the
university participaes in the Clams Award Fund, it is subject to the ligbility
limitations under the provisons of the Tennessee Clams Commisson Act,
Tennessee Code Annotated, Section 9-8-101 et seqg. Liability for negligence
of the university for bodily injury and property damage is limited to $300,000
per person and $1,000,000 per occurrence. The limits of ligbility under
workers compensation are et forth in Tennessee Code Annotated, Section
50-6-101 et s=ag. Clams are paid through the state's Claims Award Fund.
The premium assessed to the university by the Clams Award Fund for the
period July 1, 2000, through June 30, 2001, was $4,287,400.

The date has dso set adde assats in the Employee Group Insurance Fund, an internd
service fund, to provide a program of health insurance coverage for the employees of the
date with the risk retained by the date.  All full-time and some part-time university
employees are digible to participate in the Employee Group Insurance Fund. The fund
adlocates the cost of providing daims sarvicing and dams payment by charging a premium
to the univerdity based on estimates of the ultimate cost of clams that have been reported
but not settled and of clams that have been incurred but not reported. Employees and
providers have 13 months to file medical cdlams. The university pays agpproximately 80% of
the cost of insurance, and the employee pays the remaining 20%. All assets, ligbilities, and
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payments are administered by the state. At June 30, 2001, 11,882 universty employees
were enrolled in the basic plan or Heath Maintenance Organization.

PENSION PLANS

Defined Benefit Plans

Tennessee Consolidated Retirement System

Plan Description

The University of Tennessee contributes to the State Employees, Teachers, and Higher
Education Employees Penson Plan (SETHEEPP), a cost-sharing multiple-employer defined
benefit penson plan administered by the Tennessee Consolidated Retirement System
(TCRS). TCRS provides retirement, death, and disability benefits as well as annua cost-
of-living adjustments to plan members and their beneficiaries. Title 8, Chapters 34-37,
Tennessee Code Annotated, establishes benefit provisons. State statutes are amended by
the Tennessee Generd Assembly. The TCRS issues apublicly available financid report that
includes financid statements and required supplementary information for SETHEEPP. That
report may be obtained by writing to the Tennessee Department of the Treasury,
Consolidated Retirement System, 10th Floor Andrew Jackson Building, Nashville,
Tennessee, 37243-0230 or by calling (615) 741-8202.

Funding Policy

Plan members are noncontributory. The univerdty is required to contribute at an actuaridly
determined rate. The current rate is 6.19% of annual covered payroll. Contribution
requirements for the universty are established and may be amended by the TCRS Board
of Trustees. The university’s contributions to TCRS for the years ended June 30, 2001,
2000, and 1999, were $14,318,076.01, $12,426,308.08, and $12,482,257.13,
respectively. Contributions met the requirements for each year.

Federal Retirement Program

Plan Description

The University of Tennessee contributes to the Federal Retirement Program, a cost-sharing
multiple-employer defined benefit penson plan administered by the Civil Service Retirement
System (CSRYS) for participants employed prior to January 1, 1984, and the Federd
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Employees Retirement System (FERS) for participants employed after December 31,
1983. Both systems provide retirement, desth, and disability benefits, as well as annud
cog-of-living adjusments, to plan members and their beneficiaries.  All regular full-time
employees of the University of Tennessee Agricultural Extension Service who hold federd
appointments for 51% or more of their time are required to participate in either one of the
two Federd Retirement Programs. For both systems, benefit provisions are established in
federd statutes. Federd statutes are amended by the U.S. Congress.

CSRS and FERS issue publicly available financia reports that include financia statements
and required supplementary information. These reports may be obtained by writing to the
Office of Personndl Management, Retirement Information Office, P.O. Box 45, Boyers, PA
16017-0045, or by calling (202) 606-0500.

Funding Policy

Participating employees, with some exceptions, are required by federd statute to contribute
7.0% (rate changed from 7.4% effective 01/01/01) of covered sdaries to the CSRS plan.
The universty is required to contribute 8.51%. Contributions to CSRS for the year ended
June 30, 2001, were $1,802,981.46, which consisted of $996,255.77 from the university
and $806,725.69 from the employees; contributions for the year ended June 30, 2000,
were $1,841,878.45, which conssted of $1,012,825.11 from the university and
$829,053.34 from the employees, and contributions for the year ended June 30, 1999,
were $1,858,184.24, which conssted of $1,033,656.58 from the university and
$824,527.66 from the employees.

Federa dtatute requires employees participating in FERS to contribute 0.8% (rate changed
from 1.2% effective 01/01/01) of ther sdlaries to the Basic Benefit Plan. The universty is
required to contribute 10.7%. In addition, the univerdty is required to contribute 1% of
eech participant’s sdary to the Thrift Savings Plan plus up to an additional 4% depending
upon employees contributions, which can range from 0 to 10% of their sdaries.
Contributions for the Basic Benefit Plan were $1,017,264.48 for the year ended June 30,
2001, which conssted of $87,035.01 from employees and $930,229.47 from the
university; $979,328.69 for the year ended June 30, 2000, which consisted of $93,175.27
from employees and $886,153.42 from the university; and $947,581.70 for the year ended
June 30, 1999, which consisted of $75,606.59 from employees and $871,975.11 from the
universty. Contributions for the Thrift Savings Plan were $898,677.53 for the year ended
June 30, 2001, which consisted of $562,632.00 from employees and $336,045.53 from
the universty; $359,548.84 for the year ended June 30, 2000, which conssted of
$531,727.00 from employees and $327,821.84 from the university; and $837,473.64 for
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the year ended June 30, 1999, which consisted of $521,089.00 from employees and
$316,384.64 from the university. Contributions met the requirements for each year.

Defined Contribution Plans

Optional Retirement Plans (ORP)

The university contributes to three defined contribution plans:  Teachers Insurance and
Annuity Associdion-College Retirement Equities Fund (TIAA-CREF), Aetna Life
Insurance and Annuity Company, and Varigble Annuity Life Insurance Company (VALIC).
These plans are administered by the Tennessee Department of the Treasury. Each plan
provides retirement benefits to faculty and dtaff who are exempt from the overtime
provisons of the Fair Labor Standards Act and who waive membership in TCRS. Benefits
depend solely on amounts contributed to the plan plus investment earnings. Plan provisons
are established by state satute in Title 8, Chapter 35, Part 4, Tennessee Code Annotated.
State statutes are amended by the Tennessee Generd Assembly.

Plan members are noncontributory. The university contributes an amount equal to 10% of
the employee' s base salary below the socid security wage base and 11% above the socid
security wage base.  Contribution requirements are established and amended by State
datute. The contribution made by the university to the plans for the year ended June 30,
2001, was $32,287,620.57, and for the year ended June 30, 2000, was $30,901,830.29.
Contributions met the requirements for each year.

Joint Contributory Retirement System Plan A (JCRS-A)

The Joint Contributory Retirement System Plan A (JCRS-A) is a defined contribution plan
with minimum benefits and is administered by the Tennessee Consolidated Retirement
System and TIAA-CREF. Employees who were enrolled in the Teachers Insurance and
Annuity Association-College Retirement Equities Fund (TIAA-CREF) before July 1977 are
members of JCRS-A. Enrollment in this plan for new employees has been closed since July
1977. Although JCRS-A members participate in Aetna, TIAA-CREF, or VALIC, they
may aso, under certain circumstances, receive a supplementary benefit from the State of
Tennessee. Plan provisons are established by Tennessee Code Annotated, Chapter 35,
Part 4. State statutes are amended by the Tennessee Genera Assembly.
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Plan members are noncontributory. The university’s contributions for JCRS-A members
were caculated using the base sdlary amounts of $56,657,986.75 for fiscal year 2001.
Contribution requirements are established and amended by state statute. The contributions
are included in the ORP amounts. University contributions to fund the state supplementa
benefit totaled $3,502,655.05 in fisca year 2001, and $3,253,991.92 in fisca year 2000.
Contributions met the requirements for each year.

Deferred Compensation Plans

The Universty of Tennessee offers its employees three deferred compensation plans. The
university, through the State of Tennessee, provides two plans, one established pursuant to
Internal Revenue Code (IRC), Section 457, and the other pursuant to IRC, Section
401(k). Thethird plan is administered by the university and was established in accordance
with IRC, Section 403(b). These plans, available to al university employees, permit them to
defer a portion of their sdlaries to future years. The deferred compensation is not available
to employees until termination, retirement, death, or unforeseesble emergency. All codts of
administering and funding these plans, with the excluson of the $20 monthly university match
for the Section 401(k) plan, are the respongbility of plan participants.

Since Section 457 and 401(k) plan assets remain the property of the contributing
employees, they are not presented in the State of Tennessee financid Satements. Effective
January 1996, the university began providing a $20 monthly match from unrestricted current
funds for employees making a minimum monthly contribution of $20 to the Section 401(k)
plan. During the year ended June 30, 2001, contributions totaing $8,636,670.15 were
made by employees participating in the plan, with a related match of $1,884,058.00 made
by the univergty. In accordance with the IRC, employee contributions through the 403(b)
plan remain the assets of the employee; therefore, these employee contributions are not
reflected in the univergity's financid datements.

Other Post-employment Benefits

Hedth care

The State of Tennessee administers a group hedth insurance program which provides post-
employment hedlth insurance benefits to digible univergty retirees. This benfit is provided
by and administered by the State of Tennessee. The university assumes no liability for
retiree hedth care programs.  Information related to this plan is available at the statewide
levd in the Tennessee Comprehensive Annual Financial Report.
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NOTE 8. AFFILIATED ENTITIES

The Univeraty of Chattanooga Foundation, Inc., a private, nonprofit corporation, maintains
an endowment fund of which the University of Tennessee at Chattanooga is the sole income
beneficiary. The financid records, invesments, and other financid transactions of the
foundation are not managed by the university and accordingly are not included in these
financid statements except for certain endowment assets. During the year ended June 30,
2001, the foundation transferred $3,163,025.00 to the university for support of designated
projects at the Chattanooga campus. In addition, $1,171,428.94 was expended in 2001
directly by the foundation for the benefit of the University of Tennessee at Chattanooga

The Univergty of Tennessee Foundation, Inc., was created in October of 2000, with its
offices located in Knoxville, Tennessee. The corporation was formed exclusvely to benefit
the educationd, research, and public service missons of the University of Tennessee and its
condtituent parts. Assats and earnings of the corporation shal be used exclusively for that
dated purpose. It isintended that the corporation will qualify at dl times as an organization
exempt from federd income taxes under section 501(a) and 501(c)(3) of the Internal
Revenue Code of 1986 as amended. The financid records, investments, and other financia
transactions of the foundetion are not managed by the university and accordingly are not
included in these financia statements. During the year ended June 30, 2001, there were no
expenditures by the foundation on behdf of the university nor were any funds transferred to
the university.

The University of Tennessee board of trustees considered and approved a resolution at the
April 2001 board meeting authorizing the University of Tennessee Foundation to accept
private gifts for the University of Tennesseg, effective July 1, 2001.

Since fiscd year 1985, the Tennessee Generd Assembly has gppropriated $22 miillion to a
Chairs of Excdlence Endowment for the Universty of Tennessee. The appropriaions
provided that the Chairs of Excellence Endowment be established as an irrevocable trust
with the dtate treasurer and required the university to match the appropriation on a dollar-
for-dollar bass. The universty has fully matched 50 chairs as of June 30, 2001. The
finencid datements of the univerdgty include as redricted expenditures the amounts
expended in the current year to match the State appropriations. The university’s baance
sheet does not include the amounts held in trust by the state treasurer. At June 30, 2001,
the amounts held in trust totaled $104,835,867.49 a fair vaue.
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NOTE 9.

NOTE 10.

JOINT VENTURE

The univergty is a participant in a joint venture with Battelle Memorid Inditute for the sole
purpose of management and operation of the Oak Ridge Nationa Laboratory (ORNL) for
the U. S. Department of Energy. Each entity has a 50% interest in the venture, each having
provided an initid investment of $125,000.00. The university’s equity interest a June 30,
2001, was $125,000.00. The university and Battelle each receive a 50% distribution of the
ORNL management fee after shared expenses are deducted. The fee distribution for the
year ended June 30, 2001, to the university was $226,338.07. During the year ended June
30, 2001, the university had expenditures of $12,130,595.00 under contracts with UT-
Battelle. Amounts receivable from UT-Battelle under these contracts totaed $2,815,726.00
a June 30, 2001. To review the audit report of UT-Battelle, please contact the
Controller's Office, The Universty of Tennessee, 201 Andy Holt Tower, Knoxville,
Tennessee 37996-0100.

CONTINGENCIESAND COMMITMENTS

Construction Commitment

The universty has contractua obligations for the construction of new buildings and additions
to and renovations of exigting buildings. The outstanding commitments under such contracts
at June 30, 2001, were $28,023,346.44. At June 30, 2001, amounts due from or
receivable from the state totaled $101,269,344.63, and amounts due from or receivable
from the School Bond Authority for capitd condruction, renovations, and maintenance
totaled $6,165,813.65.

Encumbrances

Encumbrances, which represent commitments of prior-year funds for goods that have been
ordered but not ddlivered or services that have not been rendered as of June 30, 2001, are
recorded as an dlocation of the current fund balances. The alocation for encumbrances at
June 30, 2001, was $9,748,316.85.

Sick Leave

The university records the cost of sick leave when paid. Generally, since sick leave (earned
one day per month with unlimited accumulation) is paid only when an employee dies or is
absent due to illness or injury, there is no liability for sck leave a June 30, 2001. The
amount of unused sick leave at June 30, 2001, was $171,101,011.27.
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NOTE 11.

NOTE 12.

Grantsand Contracts

The university recelves grants and contracts from various federd and state agencies to fund
research and other activities. The costs, both direct and indirect, charged to these grants
and contracts are subject to audit and disalowance by the granting agency. The university
adminigration believes that any disallowance or adjusments would not have a materid
effect on the univeraity’ sfinancid pogtion.

Nonvested Equipment

Equipment in the possession of the university valued at $3,583,223.99 as of June 30, 2001,
is not reflected in the financid statements. This equipment was purchased with restricted
grant and contract funds and other funds, and title has not yet transferred to the university.

Litigation

The universty isinvolved in severd lawsuits, none of which are expected to have a materid
effect on the financiad pogtion of the universty.

PLEDGES

For the year ended June 30, 2001, promises of private donations of $53,944.00 and
$20,761,754.04 have been reported as accounts receivable and revenue in the current
unrestricted fund and current restricted fund, respectively, net of estimated uncollectible
alowances of $16,015.39 and $1,035,394.77, respectively.

L EASE AND TRANSFER OF UT MEMORIAL RESEARCH CENTER AND HOSPITAL

On July 29, 1999, the university transferred ownership and control of its hospital located in
Knoxville to University Hedlth Systems, Inc., (UHS), an independent, private, not-for-profit
organization operating under its own Internal Revenue Code, Section 501(c)(3)
desgnation. The lease and trander of the hospitd from the universty to UHS was
accomplished through three main agreements the Lease and Transfer Agreement, the
Employee Services Agreement, and the Affiliation Agreement. Each of these agreements is
summarized below.
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Leaseand Transfer Agreement

Pursuant to the enabling legidation, Tennessee Code Annotated, Section 49-9-112 and
Section 49-9-1301 et. s2q., UHS leased from the university the redl property of the existing
hospital and the Graduate School of Medicine. (See aso Note 13.) The term of the lease
is50 years. The universty aso trandferred to UHS dl operating assets of the hospitd. The
consderation for the lease of the red property and transfer of the operating assets was
payment by UHS of a) a sum sufficient to economically defease dl of the debt issued by the
Tennessee State School Bond Authority in the amount of $149,080,353.69, b)
$25,000,000.00 paid to the university a closng, and c) a variable lease obligation of
$50,000,000.00 to be paid to the university over twenty years. UHS assumed dl prior
hospitd liabilities, known or unknown. In 2019, the universty and UHS have agreed to
negotiate an annual |ease payment for the remaining 30 years of the lease.

Employee Service Agreement

UHS has leased from the university dl hospita employees as of the date of dosing. UHS
has paid to the universty the amounts incurred by the university to pay the direct expenses
relating to the hospita employees, including wages, sdaries, and fringe benefits.  These
payroll expenditures on behdf of UHS, totaling $99,021,706.70, are reported in current
restricted funds — independent operations. The term of the Employee Service Agreement is
50 years. All persons who began service at the hospita after the date the employee service
agreement was signed are employees of UHS and not university employees.

Affiliation Agreement

The university and UHS agreed that UHS will continue to support the Graduate School of
Medicine by providing appropriate facilities and resources of the hospita to the faculty and
dudents a the Graduate School of Medicine. UHS agreed to pay the university
$1,500,000 at closing for the benefit of the Graduate School of Medicine. In addition,
UHS must pay monthly to the universty, for the benefit of the Graduate School of Medicine
the government funding, direct and indirect medica education funds, TennCare medica
education funds, and other medical education funds received by UHS for the benefit of the
Graduate School of Medicine. The amount payable by UHS shdl be reduced by a) the fair
market rental value of the space provided to the Graduate School of Medicine; b) the fair
market vaue of the information system, telecommunication, network infrastructure, and
human resource services provided by UHS to the Graduate School of Medicine; and ¢)
retroactive adjustments made by payers to the graduate medica education payments.
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NOTE 13.

NOTE 14.

NOTE 15.

CAPITAL LEASE OF REAL PROPERTY TO UNIVERSITY HEALTH SYSTEMS, INC.

The univergty’s leasing operations congst exclusvely of leasing the red property of the UT
Memoriad Research Center and Hospital to UHS for a term of 50 years. This lease is
pursuant to the Lease and Trander Agreement described in Note 12. This lease is
classfied as a direct financing leese. The guaranteed lease payment of $50 million will be
pad by UHS in annud payments through 2019. The amount of the annud payments will
equa the lesser of 1) 20% of the hospitd’s net operating profit for the gpplicable caendar
year; or 2) $3 million or the grester amount resulting from the application of an index, as
specified in the agreement.  The payment of $50 million is guaranteed by December 31,
2019. In 2019, the university and UHS have agreed to negotiate an annud |ease payment
for the remaining 30 years of the lease. An annud lease payment to the university during the
year ended June 30, 2001, totaled $2,265,066.00.

The university recorded a lease payment receivable in unexpended plant funds in the amount
of $15,036,784.50 which represents the net present value of the guaranteed $50 million
discounted at 5.75%.

Totad minimum lease payments to be received $47,734,934.00
Less Unearned income (32,698,149.50)
Net investment in direct financing lease $15,036,784.50

FEDERAL STUDENT FINANCIAL ASSISTANCE

The regtricted expenditure function scholarships and fellowships includes $18,254,646.46
of federd financia assstance for sudents. These programs include, but are not limited to,
Federad Pdl Grants, Federd Supplemental Educationa Opportunity Grants, and Federd
Work-Study.

PRIOR YEAR RESTATEMENT

The university has changed its method of classfying graduate medica education payments.
As a result, on the Statement of Current Funds Revenues, Expenditures, and Other
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NOTE 16.

NOTE 17.

Changes for the year ended June 30, 2000, the university reclassified $18,561,558.63 of
revenue from other sources and $1,429,258.37 of revenue from sales and services of
educationa activities as federal grants and contracts and state grants and contracts.

CHANGE IN ACCOUNTING PRINCIPLE

During the year ended June 30, 2001, the university implemented GASB Statement 33,
Accounting and Financial Reporting for Nonexchange Transactions. No restatement
of beginning fund balance was necessary, and it was not practica to restate prior periods
sance dl information to conform to this accounting change was not available.

NEW ACCOUNTING PRONOUNCEMENTS

In November 1999, the Governmenta Accounting Standards Board (GASB) issued
Statement 35, Basic Financial Statements-and Management’ s Discussion and Analysis-
for Public Colleges and Universities, an amendment of GASB Satement 34. As
origindly issued, Statement 34, Basic Financial Satements-and Management’s
Discussion and Analysis-for States and Local Governments was not gpplicable to public
inditutions. Rather than issuing separate standards, GASB decided to provide financid
reporting guidance for public inditutions by amending Statement 34 to extend its
goplicability to them. Statement 35 supersedes GASB Statement 15, which currently
dlows public inditutions to choose one of two modds when preparing ther financid
gatements — the AICPA College Guide model or the governmental model. As component
units of a state government, most public inditutions will implement GASB Statement 35 a
the same time as the state government implements GASB Statement 34.

Under the provisons of the GASB standards, the university is permitted to report as a
specia purpose government engaged only in business-type activities (BTA). BTA reporting
will require the universty to present only the basic financid datements and required
supplementary information (RSl) for an enterprise fund tha includes management's
discusson and analyss, a statement of net assets or a baance sheet, a statement of
revenues, expenses, and changes in net assats, a statement of cash flows, notes to the
financid satements, and other gpplicable RSl. The required badc financia satements
described above are prepared using the economic resources measurement focus and the
accrua basis of accounting. Fund financia statements are not required for BTA reporting.
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Statement 34 will aso require the university to retroactively and prospectively report al
capitd assats, net of accumulated depreciation, including infrastructure assats (long-lived
capital assets such as roads and bridges) in the statement of net assets and report
depreciation expense in the statement of revenues, expenses, and changes in net assets.
Retroactive reporting of capital assets will require a prior period adjustment to net assets.
Management has not yet determined the effect of the implementation of this statement on the
university’ sfinancia statements.
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